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My identikit tells you that | am a guest scholar at The
Brookings Institution, but of course | speak only for nyself.

Virtually everyone wll say today that technol ogy has
changed all aspects of the relationship between traditional
commer ci al banking (defined as the continuing interposition
of the bank's credit between the borrower and the depositor
who provides the funds) and investnent banking (in which the
internmedi ary introduces borrower and | ender, and then disap-
pears). Banks no longer fund their loans primarily from
i nsured deposits--only 15% of the liabilities of the American
banki ng systemare in the formof insured checking accounts.
Debt instrunments trade pretty nuch the sanme at banks and in
i nvest ment houses whether the source of the instrunment is a
bank | oan that has been participated out to a nunber of banks
and i nsurance conpani es and pension funds and nutual funds or
a junk bond underwritten by an investnent house and purchased
by the sanme banks and i nsurance conpani es and pension funds
and nmutual funds. Al the custoners are supposedly sophisti-
cated institutions, and they are--at |east theoretically--

wel | -i nformed about the paper they buy.
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But there renmains a difference, which is crucial to your
del i berations. The bonds are priced in the market, and those
prices are reported to the public through various neans, nost
effectively, recently, by the Bl oonberg service. Participat-
ed | oans are traded in a market that does not report to the
public. In the nodern world, many of these instrunments carry
or can be converted to inplicit options that affect the
mar kets for many other instrunents, sone of themless than
entirely cognate with the tradabl e paper. Thus the fact that
pricing is nore public and nore accurate for bonds than for
partici pated | oans can create m sperceptions in other mar-
kets, too, and significant informational advantages for the
deal ers as agai nst even their nost sophisticated custoners.

One notes in passing that all financial instrunments held
by investnent banks nust be valued every day at their market
price that day, according to CGenerally Accepted Accounting
Principles, while banking regulators permt banks to carry
bot h | oans and bonds at their face value so |ong as the bank
has an intention to hold the paper to maturity. In tinmes of
rising interest rates, when conpelling banks to recognize the
reduced val ue of | oans and bonds could inpair their reported
profitability and even their solvency, bank exam ners are
instructed to be very kind in deciding which instrunents are

part of a trading inventory that nust be marked and which are
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part of an investnment portfolio that can be carried at higher
val ues.

The larger issue is the clash of cultures between bank-
ing and the securities markets. Banks are run to a |arge
extent in secret--indeed, Congress has passed secrecy laws to
protect the confidentiality of bank investnent portfolios.
Nor is this demand for secrecy w thout justification. Bor-
rowers have reason not to wish the fact or terns of their
borrowi ngs to be known (especially as these ternms may and do
change fromtine to tinme, and know edge of the changes could
gi ve both conpetitors and business partners information the
busi ness has valid reasons to consider privileged). And
gi ven the danger of contagious runs that could damage the
econony, banking regulators fear that information reducing
confidence in any one well-known bank coul d harmthe banki ng
system and the econony as a whole. Both these argunents,
incidentally, are of dimnishing validity. As the banks
portfolios becone increasingly securitized, there will be
| ess reason to keep their contents secret, and as paynents
nove toward real tinme gross settlenent the danger of conta-
gious runs wll dimnish.

W t hout buying conpletely into the public choice theo-
ries of ny friend Ed Kane and his foll owers, Congress should

keep it in mnd that the nost significant source of regul ato-
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ry authority over banks today is the power of the exam ner
and his superiors to value the assets. Valuation of the
assets, anong other things, determ nes whether the bank is in
conpliance with capital standards. Mst econom sts, | think,
woul d wi sh to see the banking industry |ike other industries
subj ected to market discipline rather than regulatory fiat.
But markets cannot properly val ue banks because the val ue of
the portfolio hides behind regulatory accounting rules and

t he deci sions of the bank exam ner.

Congress in FDI Cl A mandat ed pronpt closure for troubled
banks by the regulators thenselves, but it is no secret that
the regulators do not intend to be bound by that law. Inter-
nal nmenos resisting the law | eaked fromthe Fed soon after
its passage, and this year we have the spectacle of sone
nonol i ne banks bei ng kept afl oat by kind hands in WAshi ngt on
despite the violence of their |osses fromdefault by consum
ers who weren't creditworthy fromthe start and were thus
wlling to borrow on usurious terns. |In any event, support
or closure of troubled institutions by regulatory decision is
the antithesis of market discipline.

Mar kets by contrast are public information systens, and
over the years both participants and all but a handful of
econom sts have | earned that the exploitation of information

advantages w Il reduce their breadth, depth and resilience.
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Qur securities acts breathe a spirit of disclosure and trans-
parency, and for all its faults the Securities and Exchange

Comm ssion normal |y understands that its first function is to
police the creation and transm ssion of information. To the

extent that we believe in markets, we nust seek to strengthen

the role of the SEC and di m nish the rule of the banking
regul at ors, whose fundanental trope is toward secrecy.

Mar ket s need regul ati on--sonebody has to certify that the
scal es gi ve honest wei ght because the shoppers can't do that
for thensel ves--and they do not need supervision. Soneone,
nor eover, nust watch the watchnmen, meking sure that the

scal es authority does not extort from nerchants or help them
cheat the public, and the banking regulators often deny
public access to the reasons for their decisions.

McGeor ge Bundy once observed that the fundanmental role
of law "is to prevent the natural unfairness of human society
from becomng intolerable.” The fundanmental role of govern-
ment in markets is to remedy the natural information disad-
vant ages of public participants. This work has been assi gned
to the SEC, not the banking regulators. Until the day cones
when the banking regulators are prepared to publish the
exam ners' findings of the condition of banks--which Bil
| saac recommended in his parting statenent as chairman of the

FDI C a dozen years ago and the Shadow Regul atory Comm ttee
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has often advocated--it would be intolerable to permt the
regul ati on of banks' activities in the securities markets by

the Conmptrollor or the Federal Reserve. Banking regul ators

will inpede the distribution of the information markets

require.

Conmptrol ler Ludwi g's insistence that banks can perform
i nvest ment banki ng and brokerage activities through subsid-
iaries is atruly lousy idea. No firewalls could protect the
parent bank froma firestormin its securities subsidiary.
What is needed is an inpenetrable corporate veil, permtting
the securities end of the hol ding conpany to go bust w thout
destroying the solvency of the bank. Thus the Federal Re-
serve nodel of a holding conpany with a separately incorpo-
rated subsidiary is the correct procedure. But then "entity"
or "unbrella" regulation by the banking supervisor, as Chair-
man Greenspan recommends, destroys the virtue of the distinct
subsidiary. |In fact, all the |larger banks that have created
Section 20 subs in response to the Fed's | oosening of d ass-
Steagall restriction have voluntarily opted for SEC regul a-

tion. Absent SEC regul ation, bank subsidiaries in the secu-

rities market would be regarded with suspicion in the mar-

ket s.

Readi ng Chai rman Greenspan's recent speech to the Chica-

go Bank Structure Conference should convince any observer
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that the Fed is interested only in the profitability and
stability of the bank. It is the need of the regulator to
see all the aspects of the holding conpany, not the need for
the public to receive and evaluate information on the opera-
tion of the conmpany, that drives the Chairman's anal ysis.
"Regul ation," he argues, "nust fit the architecture of what
is being regulated.” The suggestion that banks will police
each other is theoretically sound but historically wong, and
especi al | y dangerous now, when the Fed is encouraging bilat-
eral netting, which permts unexam ned buil d-up of exposure
ininstitutions that deal separately with all their counter-
parties. The Chairman's feebl e suggestion of a regul ator-ap-
proved form for expressing gross derivatives exposure is
clearly pronpted by the need to counter the SEC s al ready
announced and nuch nore reveal ing disclosure standards for
such instrunents.

The public benefit of regulation in the financial mar-
kets is not the ability of the governnent regulators to
control the risk-taking proclivities of the firns. 1In the
end, the reqgulators do not do that, anyway, and what we get
is a bastard capital adequacy standard that requires only
hal f as nmuch capital to hold what nay be very risky collater-
alized nortgage obligations as is required to hold what may

be very safe whol e nortgages--and a despairing standard for
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t he val uation of derivatives which permts banks to do their
own as long as they can satisfy a regul ator, any regul ator,
that they know what they're doing. In New York, the Federal
Reserve Bank approved a code of conduct in derivatives trad-
ing that permts a bank to cite a price to a custonmer w thout
any commtnent to do business at that price, an action for
whi ch a non-bank securities deal er subject to NASD rul es
could lose his license.

The inportant question, especially looking forward to a

mar ket - dom nated future, is the information the regul ators

require regulated entities to nake available to the public
and to the markets. By these criteria, the Fed' s recomenda-
tions fail, and always will fail, because of the contradic-
tion between the bank secrecy that is the source of their
authority and the information demands of markets. The Conp-
troller's recormmendations are even nore deficient, and should
be rejected out of hand. Rather than give the banking regu-
| ators authority over securities activities, the SEC shoul d
be given authority to inpose Financial Accounting Standards
Board rul es on banking institutions. M. Geenspan is right
to call for enhanced market discipline in banking, but effec-
tive market discipline requires nuch nore disclosure than he

iswlling to permt.



